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Partnerships 
B Y EDWARD W . C A R M O D Y 
P A R T N E R , D A L L A S O F F I C E 
Presented at the Texas Technological College Fourth 
Annual Tax Conference, Lubbock, Texas — October 1956 
Partnerships under the 1954 Internal Revenue Code are a large 
subject with many facets. There are common situations which we meet 
everyday and also unusual situations which many of us may never en-
counter. There are areas which are relatively simple and elementary 
and areas which, upon the basis of my own difficulties, require con-
centrated study. Fortunately, the more complicated areas involve the 
unusual transactions. I have limited this discussion to certain of the 
more common transactions involving the formation, operation, and ter-
mination of a partnership and tried to avoid comparisons with the 1939 
Code in order to reduce confusion. 
By definition under the 1954 Code, a partnership includes a syn-
dicate, group, pool, joint venture, or other unincorporated organization 
through or by means of which any business, financial operation, or ven-
ture is carried on and which is not a corporation, trust, or estate. Un-
der the Code, the term "partnership" is broader than under common 
law and I think it is important, therefore, to recognize at the beginning 
when a partnership exists for tax purposes. 
If there is a partnership, irrespective of whether it exists for 
legal or tax reasons, a written agreement is important because distrib-
utive shares of income or loss, allocation of certain deductions, elec-
tions, and other tax consequences may depend on its contents. 
Under the new Code, partners do not have a free choice in select-
ing the partnership year. In order to prevent the formation of fiscal-
year partnerships which postpone the reporting of partnership income 
by partners, the 1954 Code provides that a new partnership, unless it 
secures prior approval of the Commissioner, must adopt either a tax-
able year which is the same as that of all its principal partners or a 
calendar year, if all its principal partners are not on the same taxable 
year. When such approval is required, the partnership will have to es-
tablish a business purpose satisfactory to the Commissioner. 
A principal partner is one having an interest of 5 percent or more 
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in partnership profits or capital. As the vast majority of principal 
partners are on a calendar-year basis, this provision should result in 
most new partnerships becoming calendar-year partnerships. 
Family partnerships in which capital is a material income-pro-
ducing factor are now recognized under the Code if the interest is ac-
quired in a bona-fide transaction, either by gift or by purchase, and is 
not a contrivance for tax avoidance or evasion. The Regulations state 
that transactions between members of a family will be closely scruti-
nized and circumstances at the time of the gift or sale, as well as be-
fore and after the transfer, will be considered in determining whether 
the relationship is bona fide. Among other things, the Treasury De-
partment will consider the reasonableness of compensation paid for 
services rendered to the partnership by the various partners; whether 
each partner is the true owner of his interest in that he has dominion 
and control over such interest and the profits accruing to his interest; 
and whether each partner is treated as a partner in the operation of the 
business. Trustees may be recognized as partners under the principles 
relating to family partnerships generally, but a minor child, unless he 
is shown to be competent to manage his own property and to participate 
in partnership activities in accordance with his interest, will not be 
recognized as a partner. It appears that under the new provisions of 
the Code, family partnerships will be treated substantially in the man-
ner prevailing in recent years under the 1939 Code. 
When a partnership is formed, partners often contribute property. 
Under the general rule, depreciation, depletion, or gain or loss with re-
spect to contributed property is treated as though the property was pur-
chased by the partnership. The basis of the contributed property is the 
same as the contributor's basis and neither the partner nor partnership 
realize gain or loss when the property is contributed. Depreciation, de-
pletion, and gain or loss on contributed property, in effect, are allocated 
among the partners on the basis of the general profit and loss ratio. 
The general rule may result in inequities among partners if the 
contributed property has a tax basis substantially less or greater than 
the value placed on the property for determining partners' contributions 
and interests, so the Code provides an alternate rule. If the partnership 
agreement so provides, depreciation, depletion, or gain or loss on con-
tributed property may be allocated among the partners so as to take into 
account any or all of the difference between the adjusted basis and the 
fair market value of the contributed property at the time of the con-
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tribution. The Regulations state that the allocation may apply to all 
contributed property or to specific items and the difference between 
basis and market value at the time of the contribution maybe attributed 
to the contributing partner upon a subsequent sale or exchange of the 
property by the partnership. In allocating gain or loss or allowable de-
preciation or depletion on contributed property, the amount allocated to 
the partners is limited to a "ceiling" which cannot exceed the amount of 
gain or loss realized by the partnership or the depreciation or depletion 
allowable to it. 
This alternative rule is good theory. It is workable in a small 
partnership or where, for example, a partner contributed a building. 
But the application in a situation involving a large amount of machinery 
or equipment contributed by various partners would require supplemen-
tary records which could become very involved. 
This area of contributed property should be covered in all part-
nership agreements and a decision reached among partners early in 
their association in order to avoid future difficulties. 
The 1954 Code continues the conduit pattern whereby the partner-
ship reports its income by filing an information return. The partners 
then include in their individual returns their distributive share of each 
class or item of partnership income, gains, losses, and certain deduc-
tions and credits. 
As you know, the taxable income of the partnership is computed 
in the same manner as for an individual except the partnership is not 
allowed the standard deduction, the deduction for personal exemptions, 
the deduction for foreign taxes, contributions, net operating losses, and 
certain personal-type deductions such as medical expenses et cetera. 
The partnership is required to state separately in its return its short-
term and long-term capital gains and losses, its gains and losses on 
property used in trade or business and involuntary conversions, chari-
table contributions, dividends, and foreign taxes. These items have the 
same character in the hands of a partner as if such items were realized 
or incurred directly by the partners from the same source and in the 
same manner as the partnership. Gross income of the partnership 
must be included in the partners' gross income in making any tests in 
which such income is a factor. A statement listing bad-debt recov-
eries, prior taxes, gambling gains and losses, nonbusiness expenses, 
medical and dental expenses, exploration expenditures, alimony pay-
ments, soi l - and water-conservation payments, and any items of in-
40 
come, gain, loss, deduction, or credit subject to special allocation under 
the partnership agreement, which the partner is required to take into 
account separately, must be attached to the return. 
As mentioned previously, if the partnership agreement makes no 
specific provision on the sharing of one or more items or class of 
items of income, gain, loss, deduction or credit of the partnership, the 
partners' distributive share of such items will be on the basis of the 
division of general profits or losses. However, allocations of any item 
or class will be determined by the partnership agreement unless the 
principal purpose of the allocation provision is to avoid or evade Fed-
eral income tax. 
The partnership is further required to compute and state sepa-
rately taxable income or loss on the basis of total gross income and 
allowable deductions not stated separately, which amount represents 
"ordinary income" on the partnership return. 
A l l the above, except the list on the "personal type income and 
deductions", are set out on the partnership return form. 
If separate returns are made by a husband and wife living in a 
community-property state and only one spouse is a partner, the dis-
tributive share of any of the above-mentioned items which is commun-
ity property, or which is derived from community property, should be 
reported by the husband and wife in equal proportions. 
Elections as to methods of accounting, depreciation, soil- and 
water-conservation expenditures, exploration expenditures, intangible 
drilling and development costs, which affect the computation of income 
derived by the partnership must be made by the partnership and not by 
the partners separately. This matter of elections is another area which 
should be covered by the partnership agreement because the tax in-
terests of al l partners may not be similar. An election which may be 
advantageous to one partner, for instance, could be very disadvanta-
geous tax-wise to another partner. 
The Code permits transactions between a partnership and a part-
ner not acting in his capacity as a partner. In such a situation it pro-
vides that the partner shall be treated as though he were not a partner 
with respect to such transactions. 
However, in order to prevent tax avoidance, there are two excep-
tions to this general rule. No deduction will be allowed for a loss on a 
sale or exchange of property, directly or indirectly, between a partner-
ship and a partner who owns, directly or indirectly, more than a 50 
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percent capital or profits interest in the partnership or between two 
partnerships in which the same persons own directly or indirectly more 
than a 50 percent capital or profits interest in each partnership. If the 
transferee realizes a gain upon the subsequent sale or exchange of the 
property, only the amount of the gain in excess of the disallowed loss 
will be recognized. The second exception provides that transactions 
such as the following shall be taxed as ordinary income: Gain on the 
sale of property between a partnership and a partner who owns, directly 
or indirectly, more than an 80 percent capital or profits interest in the 
partnership or between two partnerships in which the same persons own, 
directly or indirectly, more than an 80 percent interest, which imme-
diately after transfer is property other than a capital asset in the hands 
of the transferee. The purpose of this provision is to prevent stepping-
up — by paying a capital gain tax — the basis on property which, in the 
hands of the transferee, will be inventory or property held for sale in 
the ordinary course of business. 
Guaranteed payments to a partner for services or the use of 
capital are now considered as made to a person who is not a partner, to 
the extent such payments are determined without regard to partnership 
income. The partner must include such payments as ordinary income 
for his taxable year within which the partnership's taxable year ends 
and in which the partnership deducted such payments. It is important 
to note that these guaranteed payments are considered ordinary income. 
In certain situations involving losses and capital gains, a partner re-
ceiving a guaranteed salary may have to report guaranteed salary as 
ordinary income, report his distributive share of the partnership loss, 
and also his distributive share of partnership capital gains or losses. 
Distributions by the partnership during its existence may be in 
cash or property. If money is distributed, no gain is recognized to the 
partner if the cash received does not exceed his basis for his partner-
ship interest immediately before the distribution, but the partner's 
basis is reduced by the amount of the distribution. 
Loss is recognized to a partner only if his entire interest in the 
partnership is liquidated and the property distributed to him consists 
solely of money, unrealized receivables, and inventory items. Any gain 
or loss recognized to the partner is a capital gain or loss. 
Current distributions of property other than money result in re-
ducing the partner's basis in the partnership by the amount of the basis 
of the property to the partnership. The basis of the property to the 
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partnership becomes the partner's basis but it is limited to the part-
ner's basis of his partnership interest. This carry-over of basis meth-
od in contrast to the 1939 Code method is simple. Under it, the same 
over-all gain is recognized whether the partnership sells the property 
or the partners sell after the distribution. This method can, however, 
result in a different allocation of gain or loss among partners by the 
distribution of assets which have bases different than current worth, so 
that gains or losses on disposition will vary between partners. 
Although there may be a shift of capital gains and losses between 
partners, the Code under Section 751 limits the shifting between part-
ners of potential ordinary gain on substantially appreciated inventory 
and unrealized receivables owned by the partnership. Substantially ap-
preciated inventory includes inventory and any other property owned by 
the partnership, other than capital assets and real or depreciable prop-
erty used in the business, the value of which, at the time of the sale or 
distribution, exceeds 120 percent of the aggregate adjusted basis of 
such property and exceeds 10 percent of the fair market value of all 
partnership property other than money. 
Unrealized receivables are rights to payment for services ren-
dered or to be rendered or for goods delivered which have not been in -
cluded in partnership income. If there is a current distribution of ap-
preciated inventory or unrealized receivables which is not pro rata, 
it will be considered as a sale between the distributee partner and the 
partnership. The transaction will be regarded as a sale of a share of 
the inventory or unrealized receivables in exchange for a share of other 
partnership properties. Any gain will be taxed as ordinary income. 
The closing of the partnership taxable year is not governed by 
local law or state law. For tax purposes, the taxable year of a part-
nership does not close before its normal closing date unless the part-
nership is terminated. Termination occurs when the operations of the 
partnership are discontinued and no part of any business, financial 
operation, or venture of the partnership continues to be carried on by 
any of its partners in a partnership. Termination occurs also when 50 
percent or more of the total interest in partnership capital and profits 
is sold or exchanged within a period of 12 months. Exchange does not 
include disposition by gift, bequest, or liquidation of a partnership in-
terest. If a partnership is terminated by a sale or exchange of interest, 
the partnership is considered to distribute its properties to the pur-
chaser and the remaining partners in proportion to their respective in-
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terests. Immediately thereafter, the purchaser and the remaining part-
ners contribute the properties to a new partnership for the continuation 
of the business or for its dissolution and winding up. 
The partnership taxable year does not close due to the death of a 
partner even if the partnership agreement does not provide for con-
tinuation if, in fact, the partnership activities continue. Under the Code, 
a retired partner or a deceased partner's successor will be treated as 
a partner until his interest in the partnership has been completely 
liquidated. 
Payments made to a retiring partner or a deceased partner's 
successor in interest in liquidation of such partner's entire interest are 
considered to be of two types. Payments must be allocated between 
1) payments for the value of such partner's interest in assets, including 
good will if so provided in the partnership agreement and 2) other 
payments. 
Payments for the partner's interest in assets are considered 
liquidating dividends. They are not taxable to the retiring partner or 
the estate until the payments exceed the basis of the partner's or 
estate's interest. The remaining partners are allowed no deduction for 
these payments as they are either a distribution or a purchase of the 
withdrawing partner's capital interest by the partnership. 
Payments for the withdrawing partner's share of unrealized re-
ceivables, or for good will (if the partnership agreement does not pro-
vide for good will), or under a mutual insurance arrangement are taxed 
to the retiring partner or the estate in full as income. If the payments 
are based on income of the partnership, they are considered a distrib-
utive share of partnership income, which reduces the remaining part-
ners' shares. If the payments are determined without regard to income 
of the partnership, they are considered guaranteed payments deductible 
by the partnership. 
When only cash is distributed to a withdrawing partner, capital 
gain or loss will be recognized to the extent cash received exceeds or 
is less than the partner's basis for his partnership interest. 
If property and cash are received, recognition of gain or loss 
upon the distribution of property is postponed pending disposition of the 
property and determination of actual gain or loss. The retiring part-
ner's basis for the distributed property is the basis of his partnership 
interest less any cash received. If more than one asset is received, the 
partner's aggregate basis is allocated to the different properties dis-
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tributed in proportion to the bases of the properties to the partnership. 
If the cash received is in excess of the withdrawing partner's basis of 
his partnership interest, capital gain is recognized to the extent of that 
excess. Any properties received would have a zero basis in the hands 
of such partner. 
If inventory items or unrealized receivables are distributed to the 
retiring partner and the partnership's basis for such assets is less than 
the distributee's basis for his partnership interest reduced by any cash 
received, the partnership basis for such assets is carried over to the 
distributee. If the retiring partner receives no other property, he will 
recognize a capital loss to the extent of the excess of the basis for his 
partnership interest (reduced by any cash received) over the carried-
over basis for the inventory and unrealized receivables. If the with-
drawing partner receives assets other than money, unrealized re-
ceivables, or inventory items, no loss will be recognized. The excess 
basis wil l become the distributee's aggregate basis for the other assets, 
which is allocated to these other properties in proportion to their bases 
in the hands of the partnership. 
If the retiring partner's basis for his partnership interest (re-
duced by cash received) is less than the sum of the bases of the distrib-
uted inventory and unrealized receivables to the partnership, the part-
ner's basis wil l be allocated to the inventory and unrealized receivables 
in proportion to their basis in the hands of the partnership. The basis 
of any other property received will be zero. 
For purposes of determining whether or not any gain or loss is 
ordinary or capital, unrealized receivables are considered as non-
capital assets indefinitely; inventory continues to be treated as inven-
tory for a period of five years; and other property, including inventory 
held for more than five years, is considered a capital or non-capital 
asset depending upon its use by the distributee. 
If there is complete liquidation of the partnership, the recognition 
of gain or loss and character of distributed property in the hands of 
partners are determined under the provisions applying to a retiring 
partner. Generally, if the distributions are pro rata, there should be 
no recognized gain or loss and the partnership's basis for the property 
received will carry over to the distributees. If each partner does not 
receive a pro rata share of partnership property, each partner's basis 
for the distributed property will vary. Consequently, some partners 
may have recognizable gain or loss and others may not. If the part-
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nership held substantially appreciated inventory or unrealized receiv-
ables, Section 751 will apply and eventually each partner will report 
his share of the partnership's potential ordinary gain. 
Gain or loss on the disposition of a partnership interest is based 
on the adjusted basis of the partner's interest in the partnership. The 
adjusted basis is the original basis of the partner's interest determined 
under Section 722 or 742 increased by additional contributions to the 
partnership; by the partner's distributive share of taxable and tax 
exempt income of the partnership ; by the excess of depletion deductions 
over the basis of the depletable property, less distributions received 
from the partnership; and by the partner's distributive share of part-
nership losses and expenditures which were not deductible in computing 
partnership income or loss and were not capital expenditures. In ad-
dition to these adjustments, if the liabilities of the partnership increase, 
the increased amount is treated as a contribution of money, while a 
decrease in partnership liabilities is treated as a distribution. 
In certain cases, the adjusted basis of a partner's interest in a 
partnership may be considered to be the partner's share of the adjusted 
basis of the partnership property which would be distributable upon 
termination of the partnership. This alternative rule may be used 
where it is impracticable to apply the general rule or where, in the 
opinion of the Commissioner, it appears that the result will be sub-
stantially the same as under the general rule. 
The partnership may, under Section 754, adjust the basis of part-
nership property under Sections 734(b) and 743(b) if It files a proper 
election. The election applies to al l property distributions and trans-
fers of partnership interests during the year for which the election is 
made and al l subsequent years unless revoked with the approval of the 
district director. Under the Section 734 election, partnership assets 
are increased or decreased by the amount of any gain or loss recog-
nized by the distributee partner, or the difference between the part-
nership's adjusted basis and the distributee partner's basis of the dis-
tributed property. Under the Section 743 election involving a transfer 
of an interest in a partnership, the partnership assets are increased 
by the excess of the transferee's basis for his partnership interest over 
his share of the adjusted basis to the partnership of partnership prop-
erty, or decreased by the excess of the transferee partner's share of 
the adjusted basis of partnership property over his basis for his part-
nership interest. 
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In this discussion I have confined myself to the more common and 
general matters relating to partnerships. As so much is new in the 
1954 Code, the subject matter of this talk has necessarily been taken 
from the Regulations. I believe the Regulations on partnerships are 
generally well written and the answers to most problems are covered. 
Some sections of the Regulations are very complicated, but I consider 
this due to the subject matter rather than the text. Probably the most 
difficult sections are Section 751 on unrealized receivables and ap-
preciated inventory and Section 754 relating to Section 734 and 743 
elections. I spoke of these sections only briefly because I thought the 
variations were too complicated to try to explain in a talk. Further-
more, I do not expect that we will have many situations involving these 
sections. As to Section 751, most partnerships are on an accrual basis 
and have no "unrealized receivables". Therefore, qualification under 
"substantial appreciation" should be rare. As to the election to adjust 
basis of partnership property, I believe many partnerships will hesitate 
to make the election because it is binding for subsequent years and 
might prove very disadvantageous. 
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